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SUBJECT: Busi ness Expense Deduction/ Environnmental Renedi ati on Expenses Conformty

SUMVARY

Under the Personal |Incone Tax Law (PITL), and the Bank and Corporation Tax Law
(B&CTL), this bill would conformto Internal Revenue Code (IRC) Section 198
relating to “brownfields” and would all ow taxpayers to deduct the cost of any
qgualified environnental renediation expenditure.

EFFECTI VE DATE

This bill would becone effective upon enactnent and would apply to expenses paid
or incurred on the first day of the first cal endar quarter comrencing nore than
90 days after enactnment. However, it applies only to taxable or inconme years
begi nning on or after January 1, 1999.

SPECI FI C FI NDI NGS

The Taxpayer Relief Act of 1997 (P.L. 105-34) (TRA) enacted new federal |aw that,
anong other things, allows taxpayers to elect to treat certain environnenta
remedi ati on expendi tures that woul d ot herwi se be chargeable to capital account as
deductible in the year paid or incurred. The deduction applies for both regular
and alternative mninmmtax purposes. The expenditure must be incurred in
connection with the abatenment or control of hazardous substances at a qualified
contam nated site and nust occur on or before Decenber 31, 2000. In general, any
expenditure for the acquisition of depreciable property used in connection with

t he abatenent or control of hazardous substances at a qualified contam nated site
does not constitute a qualified environnmental renediation expenditure. However,
depreci ati on deductions all owable for property that would otherw se be all ocated
to the site are treated as qualified environnmental remediation expenditures.

A “qualified contaminated site” is generally any property that:

(1) is held for use in a trade or business, for the production of inconme, or as
i nventory;
(2) is certified by the appropriate state environnental agency as |ocated within
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a targeted area; and
(3) contains (or potentially contains) a hazardous substance (so-called
“brownfields”).

Targeted areas nean:

(1) enpowernment zones and enterprise communities as designated under present |aw
and under the TRA

(2) sites announced before February 1997, as being subject to one of the 76
Environnental Protection Agency (EPA) “brownfields” pilots;

(3) any population census tract with a poverty rate of 20% or nore; or

(4) certain industrial and commercial areas that are adjacent to census tracts
described in (3) above. Both urban and rural sites qualify. However, sites
that are identified on the national priorities |ist under the Conprehensive
Envi ronnent al Response, Conpensation, and Liability Act of 1980 (CERCLA)
cannot be targeted areas.

Wth respect to certification of targeted areas, the TRA provi des that the chi ef
executive officer of a state may, in consultation with the Adm nistrator of the
EPA, designate an appropriate state environnental agency for certifications in
that state. |If no state environnmental agency is designated within 60 days of the
date of enactnent (August 5, 1997), the Administrator of the EPA shall designate
an appropriate state environmental agency for that state. The California

Envi ronnental Protection Agency (Cal EPA) has been designated as the

adm nistrator for California. However, according to staff fromthe Departnent of
Toxi ¢ Substances Control, that departnment will adm nister npost aspects of the
program for Cal EPA

Hazar dous substances generally are defined by reference to certain sections of
CERCLA, subject to additional limtations applicable to asbestos and sim | ar
substances within buildings, certain naturally occurring substances such as
radon, and certain other substances released into drinking water supplies due to
deterioration through ordinary use.

The TRA provides that in the case of property for which a qualified environnmenta
remedi ati on expendi ture ot herw se woul d have been capitalized, any deduction

al l owed under the TRA is treated as a depreciation deduction and the property is
treated as subject to section 1245 recapture upon disposition. Thus, deductions
for qualified environmental renediation expenditures would be subject to
recapture as ordinary incone upon sale or other disposition of the property.

California |l aw generally conforns to the federal trade or business expense
deduction provisions. |In addition, California provides certain special business
expense deductions as provided in the IRC as it read January 1, 1997. For

i nstance, a business |ocated in an econom c devel opnent area may el ect to deduct
as a busi ness expense a specified anpbunt of the cost of qualified property

pur chased for exclusive use in the econom c devel opnent area

California |l aw has not conformed to recent changes to the federal “rownfields”
busi ness expense deducti on.

Under the PITL and B&CTL, this bill would conformstate law to I RC 198 for
qualified expenditures made in taxable or income years begi nning on or after
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January 1, 1999, and would allow any qualified environnental renediation
expenditure paid by the taxpayer to be deducted for the taxable year in which the
expenditure is paid or incurred.

Pol i cy Consi derations

This bill would not limt the Section 198 treatnent of qualified renediation
expenditures to properties located in California. Therefore, taxpayers nay
be able to claimthe deduction based on renmedi ation of sites |ocated outside
Cal i forni a. However, according to staff at the author’'s office, the bill is
intended to apply only to qualified renedi ati on undertaken in California.
Amendnents 2 and 5 are provided at the author’s request to clarify that the
deduction would be allowed only for qualified remediati on undertaken in

California.
Since this bill would conformto IRC 198, which applies only to expenditures
incurred on or before Decenber 31, 2000, the provisions of this bill would

be available to taxpayers only for 1999 and 2000.

This bill would conformstate law to current federal |aw, thereby reducing
the conplexity of California tax return preparation for taxpayers who el ect
to expense qualified renediation costs under federal |aw and who meke the
same election on their California income tax return.

| npl enment ati on Consi derati ons

I npl ementing this bill would require sone changes to existing tax fornms and
instructions and information systens, which could be acconplished during the
nor mal annual update.

Techni cal Consi deration

This bill seeks to conformstate law to the recently-enacted | RC Section
198. However, since current state tax |law conforns to the IRC as it read
January 1, 1997, and I RC Section 198 was not enacted until August 5, 1997,
the reference in the bill would be technically incorrect. Amendnents 1 and
4 would conformto I RC Section 198 as added by the TRA

The B&CTL provision incorrectly would all ow the brownfields deduction for
taxabl e years. However, incone years are used to describe B&CTL taxpayers’
accounting periods. Anendnent 3 would clarify that the deduction would be
al l owabl e for inconme years under the B&CTL

The operative date in this bill is unclear. Wile the bill applies to

t axabl e/ i ncone years beginning on or after January 1, 1999, it al so contains
| anguage that nakes it operative on the first cal endar quarter comrenci ng
nmore than 90 days after the effective date of the bill. That operative

| anguage is generally used for sales and use taxes.
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FI SCAL | MPACT

Departnmental Costs

This bill is not expected to significantly inpact the departnment’s costs.

Tax Revenue Esti mate

Revenue | osses fromthis provision are estimated to be:

Esti nmated Revenue | npact

Effective After January 1, 1999 and Before January

1, 2001

Enact nent Assuned After June 30, 1998
(in mllions)

1999-0 2000-1 2001- 2
Per sonal | ncome Tax ($1) M nor loss |[Negligible gain
Bank & Corporation ($5) ($2) Negligible gain
Tax
Tot al ($6) ($2) Negl i gi bl e gain

M nor Loss = Less Than $500, 000
Negligible Gain = Less Than $250, 000

Thi s anal ysis does not consider the possible changes in enploynent, persona
i ncome, or gross state product that could result fromthis nmeasure.

Tax Revenue Di scussi on

The revenue effect for this provision would depend on accel erated deducti ons
taken by taxpayers electing to treat certain environnmental renediation
expendi tures that woul d otherw se be chargeable to capital account as
deductible in the year paid or incurred.

The i npact above was based on federal estimates for the Taxpayer Relief Act
of 1997 (P.L. 105-34). Revenue losses drop off in |later years because of
recapture upon disposition of “brownfields” that have been renedi at ed.

BOARD POSI T1 ON

Pendi ng.
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FRANCHI SE TAX BOARD S
PROPCSED AMENDVENTS TO AB 2165
As | ntroduced February 19, 1998

ANVENDMENT 1

On page 2, line 4, after “Internal Revenue Code,”

as added by Section 941 of the Taxpayer Relief Act of 1997

ANVENDMENT 2
On page 2, line 6, after “expenditure”, insert:
for property located in this state
AVENDMENT 3
On page 2, line 13, strike “taxable” and insert:
i ncome
AVENDMENT 4
On page 2, line 14, after “Internal Revenue Code,”

as added by Section 941 of the Taxpayer Relief Act of 1997

AMENDMENT 5

On page 2, line 16, after “expenditure”, insert:

for property located in this state

i nsert:

i nsert:



